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OPINION

I. Overview
This decision implements cost recovery of the revenue requirements of the

California Department of Water Resources’ (DWR) relating to its power purchase
program pursuant to Assembly Bill 1 of the First Extraordinary Session (Stats.
2001, Ch. 4), hereafter referred to as AB1X. On November 5, 2001 DWR submitted
to the Commission its most recent revenue requirement of $10,003,461,000,
representing the total to be collected from utility customers of the three major
California utilities covering the period from January 17, 2001 through

December 31, 2002.

In this decision, we determine how DWR revenue collections are to be
allocated among the customers of the three major California electric utilities:
Pacific Gas and Electric Company (PG&E), Southern California Edison Company
(SCE), and San Diego Gas & Electric Company (SDG&E), and we establish
procedures to implement the collection process. DWR wiill collect its revenue
requirements through charges remitted from billings to retail customers of the
three major electric utilities based on designated per-kWh charges as set forth in
this decision. We allocate the total DWR revenue requirement among each of the

three major utilities’ service territories as follows:

($000’s)
Utility Revenue Allocation % Allocation
PG&E $ 4,831,668 48.3%
SCE $ 3,825,625 38.2 %
SDG&E $ 1,346,167 13.5%
Total $10,003,461 100%
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The allocations specified above include all funds sought to be recovered at
this time by DWR. Specifically, we are including in rates the costs DWR assumes

it would incur if its bonds are not issued.

DWR has stated that it will issue bonds by June of this year, but its revenue
requirement request does not incorporate this assumption. Instead, DWR
assumes that it must continue to make quarterly interest and principal payments,
for the duration of 2002, on interim financing it obtained in June of 2002. We
have not adjusted DWR’s revenue requirement to reflect the more realistic
expectation that bonds will indeed be issued in 2002. Once the bonds are issued,
the interim loan can be repaid in full, making it unnecessary to include the

guarterly payments in the revenue requirement.

By including these uncertain costs now, DWR has greatly increased the
revenue requirement needed to be recovered from ratepayers. As discussed
elsewhere in this decision, there are a number of other issues identified by parties
that indicate that DWR’s request is inflated. The end result is a revenue
requirement sufficiently large that it may likely lead to rate increases. We urge
DWR to expeditiously revue its request, remove any unnecessary costs and

submit a revised request to the Commission as soon as possible.

DWR has the ability to propose changes to its revenue requirements as
conditions change, and the Commission has the authority to modify the costs
allocated in this decision to reflect future updates. The Commission will
authorize DWR to recover its costs at the time necessary for DWR to carry out its
requirements. If DWR’s bonds are not issued, DWR could at that timely seek to
recover these costs. However, it should not be necessary for DWR to include in

rates at this time such costs that DWR does not expect to incur.
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As described below, we agree with the goal of allocating DWR costs in
relation to the costs of providing service. The primary purpose of the Public

Utilities Act is to insure the public adequate service at just and reasonable rates

without discrimination. (Pub. Util. Code § 451 et seq., 761; see also United States
Steel Corp. v. Public Utilities Com., 29 Cal. 3d 603, 610 (1981), quoting Pacific. Tel.
& Tel. v. Public Utilities Com. 34 Cal.2d 822, 826 (1950).)

However, the allocation issue here, involving costs incurred by a single
entity (i.e., DWR) purchasing power on behalf of customers in three separate
utility service territories is novel, and is not addressed by traditional cost-based
ratemaking procedures as typically applied. Nonetheless, the allocation
approach we adopt is consistent with the philosophy underlying traditional cost-
based ratemaking. Our adopted approach allocates DWR costs primarily in
relation to the relevant cost driver, namely the net short position by utility.

Our statewide pro rata allocation recognizes the integrated nature of
power procurement undertaken by DWR for California utility customers, but
also adjusts for utility-specific differences, where applicable, as proposed by SCE.
As a basis for the utilities to remit revenues to DWR in accordance with these
allocations, we adopt a per-kWh charge for customers in the service territory of
each utility of cents/kWh for PG&E, cents/kWh for SCE and cents/kWh for
SDG&E. These adopted DWR charges form the basis for the utilities to remit
funds to DWR that they are currently collecting. We do not, however, change the
overall level of retail rates for PG&E, SCE, or SDG&E in today’s order. We will
address the need for any change in rates for SDG&E customers in order to meet

DWR’s costs of serving SDG&E customers in a separate docket (Application (A.)
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00-10-045 et al).  For SCE and PG&E customers, any need for a change in overall
rates charged to customers as a result of this decision cannot be addressed until
after we issue our decision on utility retained generation (URG) issues and other
issues related to the existing freeze on those utilities’ rates.

We note that the high DWR contract prices now in effect in California
reflect the exorbitant wholesale electricity costs caused by the crisis
manufactured by wholesale electricity sellers and traders over the past year.
Changes to rates resulting from DWR’s contracts with generation measure, in
part, the terrible price California has had to pay to restore stability. Individual
Commissioners and Governor Gray Davis have previously endorsed contract
renegotiations to reduce prices that were set when market prices were at or near
their peak. (Exhibit 160, Weil, p. 4.) DWR now forecasts that from October 1,
2001 through the end of 2002, average DWR contract prices will be 3.3 times
average residual net short prices. (Reference Item C, DWR, November 5 revenue
requirement document, p. 16, Table 6; compare DWR contract costs to residual
net short costs for Q4 2001 and all of 2002.) DWR assumes that residual net short
energy will be purchased in spot markets.

It is our hope that the actions of DWR and the utilities, as well as the efforts
of public and private parties involved in cases at the Federal Energy Regulatory
Commission (FERC) and in the courts to reduce costs will be successful, and that
we will be able to revisit the DWR’s revenue requirement to lower these charges

in the future.

1 SDG&E has already been granted an interim rate increase in D. 01-09-059 to enable it
to remit payments to DWR under AB 1X based on a DWR charge of 9.02 cents per kWh.
The interim increase became effective on September 30, 2001.
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We also note the concerns raised by parties in our proceeding regarding
the accuracy and validity of significant portions of the revenue requirement
submitted by DWR and other factors affecting the allocation of costs to utilities.
As with potential refunds of generator overcharges, we hope and anticipate that
DWR will promptly submit revisions regarding its revenue requirements in the
event its actual revenue requirements are less than those reflected in its
November submittal. We also note that in R.02-01-011, the assigned ALJ has
issued a proposed decision that would suspend direct access as of July 1, 2001.
Should the Commission adopt this proposed decision, it would likely have the
effect of reducing the rate impact of DWR’s revenue requirements on all

customers of the Investor-owned Utilities.

Il. Regulatory and Statutory Mandates Relating to DWR Power
Procurement

The actions we take in today’s order follow the statutory scheme that was
enacted in response to emergency conditions confronting California’s major
electric utilities and their customers. On January 17, 2001, Governor Davis issued
a Proclamation that a “state of emergency” existed within California resulting
from unanticipated and dramatic increases in the wholesale price of electricity.2
The Governor’s Proclamation stated that “unanticipated and dramatic increases
in the price of electricity have threatened the solvency of California’s major
public utilities, preventing them from continuing to acquire and provide
electricity sufficient to meet California’s energy needs.” Governor Davis
therefore ordered DWR to assume responsibility for procurement of a major

portion of electric power resources for customers of California’s three major

2 The Governor’s Proclamation was attached as Appendix A to Decision (D.) 01-01-061.
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electric utilities in order help stabilize market conditions. On January 19, 2001
Governor Davis signed Senate Bill 7 from the First Extraordinary Session of 2001-
2002 (SB7X). This bill directed DWR to procure electricity on an interim basis
and appropriated $400 million for this purpose.3

DWR formally began procuring electric power on behalf of customers of
the three major electric utilities on January 17, 2001.4 DWR undertook to meet the
utilities’ net short requirements® through a combination of contractual power
purchases and spot market purchases, including purchases of ancillary services.
DWR has also, from time to time, assumed responsibility for imbalance energy
and Independent System Operator (ISO) charges. The utilities continue to have
the obligation to serve pursuant to Public Utilities Code Section 451 and Water
Code Section 80002.

On February 1, 2001, the California Legislature enacted AB1X, which
added Division 27 to the California Water Code, Sections 80000 et seq. AB1X
authorized DWR to continue its power purchasing activity through
December 31, 2002. Among other things, that statutory enactment provides the
following measures relating to DWR’s procurement of power for California

consumers:

3 SB 7X authorized DWR activities only for a period of twelve days in January.

4 DWR had regularly engaged in electric purchase and sale activities in connection with
the State Water Project for a number of years. In December 2000 it also apparently
worked with the ISO to fund ISO electricity procurement activities on an informal basis,
using State Water Project moneys.

5 The term “net short” came to be used to describe the difference between utility retail
demand and the supply resources provided by the utility’s own generation and
committed power purchase contracts with qualifying facilities (QFs) and other
suppliers.
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» Authorizes DWR to purchase power and sell it to retail customers
of PG&E, SCE, and SDG&E, as well as to customers of municipal
utilities. (Water Code Sections 80100 and 801160.)

» Establishes the DWR Electric Power Fund in the State Treasury,
into which are deposited all revenues payable to DWR relating to
power procurement, including proceeds from power sales, bond
sales, appropriations and other sources. (Water Code
Section 80200(b).)

» Authorizes DWR to sell bonds. (Water Code Section 80130.)

* Requires DWR to establish a revenue requirement to defray the
costs of its activities and to communicate that revenue
requirement to the Commission for recovery in retail electric
rates. (Water Code Section 80134.)

» Allows DWR to recover charges for power established by the
Commission after providing its revenue requirement to the
Commission. (Water Code Section 80110.)

Thus, AB1X contains provisions to provide funds to DWR from revenues
generated by applying charges to the electricity that it sells to the customers of
the investor-owned utilities. AB1X requires that DWR include in its revenue
requirement “...amounts necessary to pay for power purchased by it...” (Water
Code Section 80134(a)(2).) Amounts in the Electric Power Fund are to be spent
on the *“...cost of electric power....” (Water Code Section 80200(b)(2).) The term
“power” is specifically defined as *“electric power and energy, including but not
limited to, capacity and output or any of them.” (Water Code Section 80010(f).)

Water Code Section 80002.5 states that “[i]t is the intent of the Legislature
that power acquired under this division shall be sold to all retail end use
customers served by electrical corporations, ....” Water Code Section 80104
explains that “[u]pon the delivery of power to them, the retail end use customers
shall be deemed to have purchased that power from the department. Payment
for any sale shall be a direct obligation of the retail end use customer to the

department.”
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AB1X assigns roles to the Commission and DWR respectively in
establishing the terms of the relationship between DWR as interim power seller
and the customers of the investor-owned utilities. The key provision of the

statute is Water Code Section 80110, which provides in relevant part:

The department shall retain title to all power sold by it to the
retail end use customers. The department shall be entitled to recover,
as a revenue requirement, amounts and at the times necessary to
enable it to comply with Section 80134, and shall advise the
commission as the department determines to be appropriate. Such
revenue requirements may also include any advances made to the
department hereunder or hereafter for purposes of this division, or
from the Department of Water Resources Electric Power Fund, and
General Fund moneys expended by the department pursuant to the
Governor's Emergency Proclamation dated January 17, 2001.

Water Code Section 80110 provides that DWR is entitled to recover in rates
amounts sufficient to enable it to comply with Section 80134, which are, under
the bond structure currently being undertaken by the Administration and the
State Treasurer, the revenues that may be pledged for support of bonds that

DWR is authorized to issue pursuant to Section 80130. Section 80134(a) provides:

The department shall, and in any obligation entered into pursuant to
this division may covenant to, at least annually, and more frequently
as required, establish and revise revenue requirements sufficient,
together with any moneys on deposit in the fund, to provide all of
the following:

(1) The amounts necessary to pay the principal of and premium, if
any, and interest on all bonds as and when the same shall become
due.
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(2) The amounts necessary to pay for power purchased by it¢ and to
deliver it to purchasers, including the cost of electric power and
transmission, scheduling, and other related expenses incurred by the
department, or to make payments under any other contracts,
agreements, or obligations entered into by it pursuant hereto, in the
amounts and at the times the same shall become due.

(3) Reserves in such amount as may be determined by the
department from time to time to be necessary or desirable.

(4) The pooled money investment rate on funds advanced for
electric power purchases prior to the receipt of payment for those
purchases by the purchasing entity.

(5 Repayment to the General Fund of appropriations made to the
fund pursuant hereto or hereafter for purposes of this division,
appropriations made to the Department of Water Resources Electric
Power Fund, and General Fund moneys expended by the
department pursuant to the Governor's Emergency Proclamation
dated January 17, 2001.

(6) The administrative costs of the department incurred in
administering this division.”

(b) The department shall notify the commission of its revenue
requirement pursuant to Section 80110.

6 Prior to commencing any program of power purchases DWR is required to “... assess
the need for power in the state in consultation with the Public Utilities Commission and
local publicly owned electric utilities and electrical corporations in the state and such
other entities in the state as the department determines are appropriate.” (Water Code
Section 80100(f).)

7 Administrative costs are to be approved in the annual Budget Act. (Water Code
Section 80200(c).)

-10 -
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lll. Joint Roles of CPUC and DWR in Implementation of DWR
Requirements

The process for the compilation, review, and implementation of the DWR
revenue requirement must conform to the governing requirements of the
California Water Code pursuant to AB1X. The process involves joint roles for
both DWR and the Commission. Water Code Section 80110 provides that DWR
“shall be entitled to recover, as a revenue requirement, amounts and at the times
necessary to enable it comply with Section 80134, and shall advise the
commission as the [DWR] determines to be appropriate.”

As provided for under Public Utilities Code Section 451, however, charges
for DWR’s revenue requirements that are passed through to utility customers
must be "just and reasonable”. Public Utilities Code Section 451 states in relevant

part:

“All charges demanded or received by any public utility, or by any
two or more public utilities, for any product or commodity furnished
or to be furnished or any service rendered or to be rendered shall be
just and reasonable. Every unjust or unreasonable charge
demanded or received for such product or commodity or service is
unlawful.”

In this regard, Water Code Section 80110 states:

For purposes of this division and except as otherwise provided in
this section, the Public Utility [sic] Commission's authority as set
forth in Section 451 of the Public Utilities Code shall apply, except
any just and reasonable review under Section 451 shall be conducted
and determined by [DWR].

Consistent with Water Code Section 80110, this Commission continues to
have authority under Public Utilities Code Section 451 for determining the
allocation of DWR’s revenue requirement among California utility customers.
Nonetheless, “any just and reasonable review [of the aggregate DWR revenue

requirement]...shall be conducted and determined by “ DWR.

-11 -
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The California Constitution provides that the Legislature may confer
additional authority on the Commission “unlimited by the other provisions of
this constitution but consistent with this Article [XI1].” (California Constitution,
Article XII, Section 5.) In confirming the authority of the Commission to set
charges and terms for DWR power sales pursuant to Public Utilities Code Section
451 “for purposes of this division,” the Legislature is acting within its powers,
notwithstanding DWR’s status as a state agency.

In this decision, we therefore establish charges to recover the revenue
requirement for DWR as presented to us pursuant to Section 80110. The revenue
requirement includes forecasts and representations about future events,
including issuance of bonds with estimates of reserve requirements and interest
rates that may or may not reflect actual conditions at the time the bonds are sold.
We accept these forecasts and representations, as well as DWR’s estimate of
when the bonds will be issued. As appears more fully below, we intend to
establish a mechanism for reconciling forecasted revenue requirements with
actual costs, for rate setting purposes.

On an interim basis, the Commission has issued several orders during 2001
to permit DWR to collect revenues for its power purchases. We made those
decisions with limited information because of the urgent need to provide
immediate revenue to DWR. Today'’s decision establishes charges based on a
final DWR revenue requirement for the 2001-2002 timeframe, based on the
modeling information provided by DWR. As the agency responsible for
implementing utility charges to collect the DWR revenue requirement, the
Commission has worked cooperatively with DWR to facilitate DWR’s
determination of its revenue requirement, and to provide the opportunity for
parties in this proceeding to participate in that process, including through

workshops, written comments, and data requests, as described below.

-12 -
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IV. Procedural Summary of DWR Revenue Requirement
Implementation

DWR communicated its initial estimate of its revenue requirements by
letter to the Commission dated May 2, 2001.8 In that letter, DWR requested that
the Commission “establish specific rates payable to the Department for power
sold by the Department to retail end use customers within the State.”

On June 18, 2001, PG&E filed a motion for evidentiary hearings on the
calculation, allocation, rate design and implementation of DWR’s revenue
requirement under AB1X. PG&E sought to consolidate DWR revenue
requirement issues with the scheduled hearings to establish the URG revenue
requirement in this docket. A companion motion was filed by SCE on June 19,
2001, supporting PG&E’s proposal.

The assigned Administrative Law Judge (ALJ) issued a ruling dated
July 12, 2001, that denied these motions, but provided an opportunity for parties
to file comments on DWR revenue requirement and allocation issues. The ruling
also provided an opportunity for parties to review and comment on the DWR
response to data requests sent by Commissioner Geoffrey F. Brown.® The ruling
stated that a separate Commission decision would be prepared to address the
DWR revenue requirement and allocation issues. These actions were prompted
by the evident sense of urgency in moving forward with the Commission
decisions that were predicates for the issuance of the bonds developed and

structured by DWR and the Treasurer’s Office.

8 A copy of DWR’s May 2, 2001 letter was appended to D.01-05-064 as Attachment B.

9 Commissioner Brown sent letters dated June 18, 2001, and June 26, 2001, to the
Director of DWR, Thomas M. Hannigan, seeking additional information to supplement
the data provided in the May 2, 2001 revenue requirement letter referenced above.

-13-
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A. July 23, 2001 Update
DWR responded to Commissioner Brown’s data request on July 23, 2001,

concurrently revising its revenue requirement. The DWR July 23 submittal was
served on the parties as an attachment to a Joint Assigned Commissioners’
Ruling (ACR) on July 24, 2001, and also on parties in the SDG&E dockets. The
ACR sought further information from DWR, allowed parties to comment on
DWR’s submission, and convened a technical workshop on July 27. Parties filed

written comments on August 3 on DWR'’s revenue requirement submittal.

B. August 7, 2001 Update
DWR submitted another update on August 7, incorporating revised

calculations relating to its forecasts. DWR's update revised the quantities of
bilateral contracts held by PG&E and SDG&E, the level of Qualifying Facility
(QF) contract output for SDG&E, and the quantity and associated costs of QF
output for Edison, which in turn affected ancillary service costs. The cumulative
result lowered the share of the net short energy requirements for SDG&E and, to
an extent, for SCE customers. It increased the net short energy requirements for
PG&E customers. An August 9, ALJ ruling allowed parties to comment on
DWR’s updated revenue requirement.

PG&E, SCE, SDG&E, The Utility Reform Network (TURN), the Office of
Ratepayer Advocates (ORA), Aglet Consumer Alliance (Aglet), the Federal
Executive Agencies (FEA), and (jointly) the California Large Energy Consumers
Association (CLECA) and the California Manufacturers and Technology
Association (CMTA) filed comments on August 3, 2001 in response to the July 23
DWR revenue requirement submittal. Various parties also filed supplemental
comments to the August 7 DWR update, and to the questions raised in the

August 9 ruling.

-14 -
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An ALJ Draft Decision to implement cost recovery of the DWR revenue
requirement was mailed on September 6, 2001. Comments on the Draft Decision
were filed on September 12, 2001. The Draft Decision was subsequently
withdrawn from Commission consideration following the issuance of a ruling
setting hearings on revenue allocation issues as explained further in Section IX

below.

C. October 19, 2001 Preliminary Update
On October 19, DWR submitted a preliminary draft of another DWR

revenue requirement update, and ultimately answered the previously submitted
data requests in the context of the revised revenue requirement. DWR's revisions

from its August 7th submittal included changes to reflect the following:

1. Increased direct access loads resulting from the Commission's
September 20, 2001 cutoff date for retail end-users to enter into
contracts with alternative electric service providers;

2. Increased financing costs principally resulting from delay in the
issuance of long-term bonds to refinance the Department'’s
interim loan;

3. Reductions in natural gas prices;

4. Load forecast changes to reflect the effects of only the 20/20
Program for the year 2001 and those demand-side management
("DSM") and conservation-related activities that were authorized
by legislation;

5. Revised power volumes under long-term contracts;
6. Revised methodology for calculating ancillary service costs;

7. Revised prices estimates for sales of contracted power to
wholesale power purchasers; and

8. Revised timing of the receipt of revenues by DWR.

DWR held its own informational workshop on the preliminary update in
Sacramento on October 22, and received informal comments on October 26, 2001.

Those comments focused on the financing, power contracts, past costs and the
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models supporting the filing. On November 1, 2001, DWR provided responses to
parties' data requests. In consideration of those comments, DWR finalized its
draft, and made a formal revised submittal to the Commission on November 5,

2001.

D. November 5, 2001 Final Updatel0
In its November 5, 2001, revised submittal, DWR included changes from

its October 19 draft relating to: the interim financing rolling coverage
requirements; accounting of cash flows due to cash reporting of the Power Fund
received from the Department of Finance; and updated volumes and costs of the
net short, ancillary services and associated ISO charges through October 2001.
DWR is also acquiring, through the ISO's ancillary services market, the electric
energy and capacity required for grid reliability in the IOUs' service areas, to the
extent these services are not otherwise provided by the I0Us through their

retained generation, as described more fully later in this order.

V. DWR’s Representations Concerning the Reasonableness of
Its Revenue Requirement

DWR asserts that it is not obligated by law to provide information
regarding its revenue requirement in public workshops before the staff of the
Commission, but has done so on a voluntary basis. DWR believes that there is no

basis under law for the Commission to disallow any costs it has incurred to meet

10 DWR sent a letter to Commissioner Brown on December 6, 2001, submitting
additional updated information relating to its revenue requirement determination. The
additional information resulted in an approximate 1% net reduction in total
expenditures. DWR believes that its November 5t revenue requirement continues to be
appropriate as a basis for establishing charges in this order, and that the impacts of any
subsequent developments can be taken into account in a subsequent true up
proceeding.
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its emergency procurement obligations, and no basis for parties other than DWR
to undertake the “just and reasonable” determination of its revenue requirement.
11

In its transmittal letter to Commissioner Brown dated November 5, 2001,
DWR stated that it has determined that the revenue requirement contained in its
latest submittal is "just and reasonable.” DWR states that its revenue requirement
is based on reasonable forecasts and proposes to work with PG&E and Edison to
seek a balance between self-provisioning of ancillary services and their respective
net short energy and ancillary service costs. DWR agrees that such cost tradeoffs
would be reflected in future adjustments of its revenue requirement. Similarly,
DWR agrees that any necessary revisions to its natural gas price forecasts that
result in a lower revenue requirement will be incorporated prospectively.

DWR prepared its revenue requirement in cooperation with its consultant,
Navigant Consulting (Navigant), which prepared the forecasts of net short energy
requirements that support the revenue requirements. The financial model used by
Navigant has been reviewed by Montague DeRose & Associates (financial advisor
to DWR), Public Resources-Advisory Group (financial advisor to the State
Treasurer’s Office), and analysts of JPMorgan. PriceWaterhouseCoopers has
completed an independent audit of the mathematical accuracy of the financial
model. These reviews pertain principally to the financial results of the models.

DWR provides the following information relevant to its determination that

its revenue requirements are just and reasonable:

11 See Letter Dated August 1, 2001 from Director of DWR to Energy Division Chief of
the Commission, providing DWR Responses to Data Requests, page 28, response to
Aglet Question 3.
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 DWR used a competitive solicitation method for obtaining power
supply bids.

* Power purchases by DWR are at cost and DWR is a governmental
agency that receives neither equity return nor any form of
economic return for its energy purchases.

* Projected spot market purchases not obtained via contract are
estimated based upon a competitive, marginal cost, market
clearing price projection.

 DWR’s revenue requirement will be adjusted or trued-up over
time to reflect only those costs which are actually incurred by
DWR for power supply acquisition and administration.

» Actual and projected costs are below prior cost estimates
submitted to the Commission in May 2001 and earlier market
projections.

Water Code Section 80100 sets forth the relevant considerations for DWR
when it undertakes to purchase power, following its consultation with the
Commission, utilities and public agency utilities:12

(@) The intent of the program is to achieve an overall portfolio of

contracts for energy resulting in reliable service at the lowest
possible price per kilowatt hour.

(b) Contract supplies should fit each aspect of the overall energy
load profile.

(c) As much low-cost power should be secured as possible under
contract.

(d) The duration and timing of contracts made available from sellers
must be considered.

12 An issue has been raised as to whether DWR carried out the requirement under
AB1X that it consult with the Commission, the utilities, and public agency utilities
concerning the need for power before it began to implement its power procurement
program. It is not necessary to resolve this issue in making the determinations set forth
in the instant order.
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(e) The length of time sellers of electricity offer to sell such electricity
must be considered.

() As much firm and nonfirm renewable energy as possible should
be secured.

Parties filed comments regarding DWR’s latest update on November 13,
2001. The November 5, 2001 revenue requirement forms the basis for the
revenue allocation evidentiary hearings that were conducted, and also are the
basis for the implementation of charges to be remitted by the three utilities as
authorized in this order.

The parties take issue with DWR's representation that its revenue
requirement is "just and reasonable.” Parties generally claim that DWR still has
not provided adequate documentation to explain and support its revenue
requirement. Parties assert that they have not been permitted a thorough review
and analysis of the methodology and assumptions underlying the DWR revenue
requirement.

Various parties protest DWR’s continued failure to provide detailed
workpapers to its revenue requirement determination, or to provide complete
responses to data requests. The October 26, 2001, Assigned Commissioner’s
Ruling directed DWR to provide supporting workpapers with its November 5
Revenue Requirement. Although DWR provided an updated CD-ROM disk
containing the results of its computer modeling, it failed to provide detailed
workpapers as to key assumptions, factors and calculations forming the basis of
its revenue requirement. Appendix B of this decision sets forth comments of the
parties on specific elements of DWR’s revenue requirement forecast with which
they take exception.

We acknowledge parties’ disagreements regarding the manner in which

DWR has sought to fulfill its procedural and substantive obligation to “conduct”
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any reasonableness review under Section 451, and to make a determination that
its revenue requirement is reasonable. In our role as the agency responsible for
allocating utility revenues to recover DWR’s revenue requirement, we have
worked cooperatively to facilitate the development of DWR’s revenue
requirement. We have provided for multiple opportunities through workshops
and written comments for DWR and parties to this proceeding to interface and
exchange information relevant to the determination of the DWR revenue
requirement. We believe that this process has been productive in improving the
guality of information underlying the DWR revenue requirement. The
Commission is very appreciative of the prompt and diligent response by parties
to the DWR submissions and offerings.

We note that forecasts of costs included in DWR’s revenue requirement
submission are projections that may or may not materialize. However, as
provision is made for subsequent adjustments of the DWR revenue requirements
in periodic updates, variances between forecast and actual results can be taken
into account in revising DWR charges prospectively. An overcollection in one
year, for example, would reduce the next year’s revenue requirement and the
charges needed to recover it. We recognize that unanticipated undercollections
may require relatively rapid responses on the part of DWR and the Commission
to ensure that we meet the statutory requirement of providing DWR with the
funds at the time they are needed for DWR to meet its obligations. We intend to
continue to cooperate with DWR to facilitate the process of accurately identifying
relevant costs and implementing necessary recovery measures as mandated by
statute.

In any event, the Legislature has expressly committed the determination of
whether DWR’s power procurement costs are just and reasonable to DWR, and

not to the Commission. Accordingly, determination of the justness and
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reasonableness of DWR'’s total costs under Section 451 is beyond the scope of this
order. We make no independent verification as to whether each cost element of
Water Code Section 80100 has been appropriately considered by DWR.

The role of the Commission under the AB1X, however, is to establish
utility charges to recover the costs of authorized DWR activities once the revenue
requirement has been determined by DWR, at the time they are needed. As a
result, it is proper for us to implement utility charges, as adopted in this order, to
enable DWR to recover its revenue requirement as authorized under AB1X.

However, we do note that parties have raised a number of valid concerns
regarding DWR’s revenue requirement, which continue to go unresolved. Many
parties have pointed to the double collection of hundreds of millions of dollars in
financing costs contained in DWR’s request. Parties have questioned the
assumptions DWR has used for the cost of gas that drive the cost of many of
DWR’s purchases. Parties also allege that DWR has greatly overstated the need
for funds to deal with timing differences between DWR’s payments and receipt
of revenues. Reasonable concerns have been raised regarding DWR’s forecast of
sales, and suggesting that DWR’s assumptions do not reflect any of DWR’s costs
being allocated to direct access customers, or the potential for direct access
customers to be returned to utility service. As addressed above, the Commission
is not empowered to resolve these issues. However, we urge DWR to timely
revise its revenue requirements as more accurate information regarding DWR’s
actual costs and revenues become known.

We summarize below the principal elements comprising the DWR revenue
requirement, and then take up the process of converting the power purchase
program into a set of charges that, when applied to sales volumes, will produce
revenues to pay for DWR AB1X-authorized costs. As determined in Section VIII

below, we establish the percentage allocation of the DWR revenue requirement to
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be assigned to each utility service territory. We then translate the percentage
allocation into a cents-per-kWh charge that will form the basis for remittance of
funds to DWR by each utility that covers the period from January 17, 2001
through December 31, 2002.

VI. Elements Comprising the DWR Revenue Requirement
DWR computes its revenue requirement in a two-step process. Step 1

involves the aggregate determination of DWR’s gross expenditures. In Step 2,
DWR applies proceeds from its forecast external interim financing to determine
the net remaining amount that it needs to collect from utility customers over the
two year period and submits that amount to the Commission as its AB1X-
authorized revenue requirement. The revenue requirement includes recorded
amounts for prior months dating back to January 17, 2001, and includes forecast
amounts for future months through December 31, 2002.

DWR’s updated revenue requirement for all three utilities totals
$10.003 billion, as summarized in Appendix A of this decision. The revenue
requirement represents total expenditures of $18.014 billion, less the proceeds
from external financings. The remaining balance of $10.003 billion is the DWR
revenue requirement to be recovered from utility customers covering the period
from January 17, 2001 through December 31, 2002, and reflects an aggregate
amount for customers of all three electric utilities’ service territories. The $10.003
billion revenue requirement is the amount before deducting interim proceeds
that have already been remitted to DWR by the utilities’ customers on an interim

basis.
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DWR reports its revenue requirement in accordance with the categories
specified in Water Code Section 80134, together with certain additional detail: 13

» Operating expenses, including purchased power under fixed
price and short term contracts, as well as ancillary services.

* Administrative and Overhead
* Demand Side Management

» Allowance for Uncollectibles
* Lead (Lag) Accrual to Cash

e Interim Loan Costs

A summary of DWR’s revenue requirement is set forth in the Appendix A

of this order. These elements are summarized below.

A. Long Term and Short Term Power Purchases
DWR’s forecast of total operating expenses from January 17, 2001 through

December 31, 2002 for the three utilities includes $5.284 billion for long-term
contract power, and $9.534 billion for residual net short-term purchases.!4 .

“Long-term” contracts are those that are more than 90 days in duration.
The costs associated with purchases under long term contracts in existence as of
November, 2001 are shown in the column labeled “Contract Power” in Table 1
below. An estimate of the energy associated with long-term purchases is
shown in the column labeled “Contracts” in Table 2 below.

“Short-term” contracts generally consist of bilateral contracts longer

than day-ahead purchases with a duration of 90 days or less. For contracts

13 DWR explained in Exhibit C of its August 7 update how its forecasted cost categories
are consistent with Water Code Section 80134.

14 “Residual net short purchases” include all net short purchases other than ancillary
services, in addition to DWR power purchases under bilateral contracts.
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in place as of October 1, 2001, these are a component of the column labeled
“Residual Net Short” in Table 1. An estimate of the energy associated with
short-term purchases is a component of the column in Table 2 labeled
“Residual Net Short Purchases.”

Table 1 below summarizes on quarterly basis the average cost per

ALTERNATE DRAFT

mWh of power acquired by DWR over the 24-month period. Table 2

summarizes the total DWR purchases, by long-term and short-term

amounts.
TABLE 1
AVERAGE NET SHORT ENERGY COSTS
($/MWH)
DWR Residual Net Weighted Average
Contracts Short Power Cost

Q12001 - 269 269
02 2001 132 249 222
03 2001 128 117 121
Q4 2001 121 42 79
012002 115 36 78
02 2002 143 30 87
Q3 2002 118 38 84
Q4 2002 111 36 82
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TABLE 2
ESTIMATED DWR ENERGY PURCHASES
(GWH)
Total Net Short Contracts Residual Net Short
Purchases Purchases

Q32001 16,054 6,929 9,125
Q4 2001 11,312 5,361 5,951
Q12002 10,153 5,466 4,687
Q2 2002 8,648 4,391 4,257
Q32002 13,399 7,660 5,739
Q4 2002 11,788 7.239 4,549

The DWR cost per mWh shown in Table 1 and energy purchases shown in
Table 2 exclude any sales to Direct Access customers. Transmission- and
distribution-related costs have not been included in DWR's revenue requirement
and are presumed to be covered by the utilities 's own rates. Fuel costs are
included in the total energy costs through the use of a generation dispatch model
based on quantity and price of energy. The natural gas price assumptions used

in DWR’s analysis are described in Appendix C.

B. Ancillary Service Costs
DWR estimates ancillary service cost responsibility of $1.102 billion using

a proxy for procured capacity and composite ancillary service market prices,
adjusted for other ancillary services charge responsibilities not incorporated
therein. DWR used data collected from June 1999 through November 2000 to
compare (1) monthly historical ancillary services capacity procured on the market
(including self provision) to the monthly system load, and (2) the monthly
composite ancillary services price to the spot market price. Historical ancillary
services market capacity was calculated as 13 percent of load for the period.

Historical ancillary services composite price (weighted average of spin, non-spin,
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regulation up, regulation down, and replacement reserves) was calculated as 31
percent of spot market prices.

DWR made an adjustment to account for expected self-provided ancillary
services costs for which DWR would not bear cost responsibility. In addition,
ancillary service costs based on IOU data received November 1, 2001 reflecting
the period from January 17 through October 2001 have been included in the

revenue requirement net of self-provision by the utilities.

C. Administrative, General, and Overhead
DWR's estimated administrative and general expenses of $99 million are

summarized by quarter in Appendix A in the column labeled "A&G." Table 3

below provides more detail on the administrative and general expenses of DWR.

TABLE 3
ADMINISTRATIVE, GENERAL, AND OVERHEAD EXPENSES
(MILLIONS OF DOLLARYS)
Labor Capital Professional Other
(Including Expenditures | Service Fees | Administrative
Benefits) and General
012001 $2 $1 $5 $2
02 2001 2 1 5 2
032001 2 1 5 2
04 2001 2 1 5 2
012002 2 5 6 1
02 2002 2 5 6 1
03 2002 2 5 6 1
04 2002 2 5 6 1
Total $16 $24 $44 $13
'Other Expenses include costs of administration and billing related to the 20/20
Program in 2001.

D. Conservation/Load Management Costs
Table 4 below presents actual and expected conservation and load

management costs by quarter included in the revenue requirement. DWR has
included costs and associated energy savings for 2002 only for energy

conservation and load management programs that have been authorized by
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either Executive Order of the Governor or by statute.’®> No such programs
involving funding by the DWR as part of the net short energy procurement
program have been authorized for 2002 and, therefore, no costs have been
assumed. Any net short energy requirements (after the effects of conservation or
DSM programs funded by the IOUs or others) are assumed to be met either by
energy from DWR contract purchases or spot market purchases. Although the
ISO may have incurred costs for voluntary load reduction programs for the
summer of 2001, DWR has not considered those cost as part of its revenue

requirement.

TABLE 4
COSTS TO AVOID OR MINIMIZE THE AMOUNT OF
ACQUIRED POWER
(MILLIONS OF DOLLARYS)

Conservation Load Conservation Load
Programs  |Curtailment Rebates Management
/ Programs
Q12001 - - - -
Q2 2001 3 - 1 -
032001 5 - 226 -
Q4 2001 - - 62 -
Q12002 - - - -
Q2 2002 - - - -
Q3 2002 - - - -
Q4 2002 - - - -

15 Appendix Il and Appendix VI of DWR’s November 5 submittal provide further
details on these programs in terms of the description of the programs, the amount of
savings in MWh per month, and the associated costs for these programs and savings.

-7 -



A.00-11-038 et al. COM/CXW/eap ALTERNATE DRAFT

E. Allowance for Uncollectibles
Included in DWR's revenue requirement is an allowance for uncollectible

accounts. The allowance for uncollectible accounts was developed based on the
DWR’s assuming a pro rata share of recently observed utility uncollectible
accounts. These amount to $7.7 million for calendar year 2001 and are expected to

approximate $16 million during calendar year 2002.

F. Lead (Lag) Accrual to Cash
DWR adjusts its revenue requirement to account for the difference in time

between the expenditure of cash to provide services to customers and the
receipts of cash from them. Such amounts, totaling $401 million (lead), for the
Revenue Requirement Period are included in Appendix A under the column
labeled "Lead (Lag) Accrual to Cash." Leads (lags) are also used to adjust DWR's
total operating costs to derive its total operating expenditures.

These leads or lags can vary depending on the type of expense lead (i.e.,
payments by DWR for its contractual commitments versus payments for
purchases of residual net short vs. payments by DWR to its other suppliers) and
the revenue lag (i.e., the average amount of time it takes the DWR to receive
payment for services provided). Some of the expense lags are defined within
contracts or per the rules of the markets from which DWR arranges for purchases
of residual net short. For the purpose of calculating the DWR revenue
requirement, a revenue lag of 45 days was assumed for all prescheduled
purchases by DWR. Revenue for all purchases by the ISO going forward are
assumed to lag 90 days. Revenues attributed to ISO real-time and out-of-market
purchases which have been procured for grid reliability have not been paid to
date. They are assumed to be fully paid by February 2002. Expense lags are

assumed to be as follows:

Contract expense: paid in 20 days;
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Pre-scheduled residual net short energy: paid in 8 days; and
Other expenses: paid in 20 days.
G. Interim Loan Costs
Interim loan costs of $1.281 billion are included in the DWR's revenue

requirement as displayed in the column labeled "Financing Cost" in Appendix A.
These costs represent principal and interest payments on a $4.3 billion interim
financing entered into by the DWR on June 26, 2001. The interim loan proceeds
reduce the amount of revenues that would otherwise be required currently from
customers. DWR plans to retire this interim financing from the proceeds of long-
term bonds, expected to be issued during the second quarter of 2002.
Nonetheless, DWR explains that the terms of the interim financing require that
debt service costs of the interim financing be included for the entire period of the
filing to protect DWR and lenders from exposure should bonds not be issued
when expected.

In addition, DWR explains that ongoing debt service "coverage" tests must
be met for the interim financing. If long-term bonds are not issued in the first
half of 2002, DWR may need to reevaluate its revenue requirement for the
balance of this revenue requirement filing period and for future periods. When
the long-term bond financing is completed, DWR states that it will evaluate its
revenue requirement and make any necessary adjustments.

AB1X authorizes DWR to issue up to approximately $13 billion in bonds to
support its power purchase program. The bonds are projected to have a final
maturity date of May 1, 2016. Until the bonds are sold, DWR is relying on the
interim borrowing arrangements.

A relatively small portion of the proceeds from the bonds will be used to
fund future power purchases, as a supplement to the retail revenue requirement

collected from customers in the utilities service territories. Future ratepayers
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will service the repayment of bond principal, together with accrued interest, in
addition to paying for DWR power that they consume. Bond structure and size
is an issue exclusively committed to the discretion of DWR. As developed more
fully below, this decision applies the Commission’s traditional ratemaking
authority for DWR electricity sales, as shaped and directed by the Legislature in
ABI1X.

PG&E believes that DWR need not and should not increase revenue
requirements to reflect interim financing costs which the projected surplus in the
DWR Power Fund can cover prior to the expected issuance of DWR’s power
revenue bonds. Given this surplus, PG&E believes that DWR’s power revenue
bonds can and should be issued in time to avoid the need for any revenue
requirement increase for the interim loan.

PG&E claims, however, that for DWR to increase its revenue requirement
to cover interim loan costs while at the same time building up a surplus in the
Power Fund which exceeds that amount constitutes a form of double-charging to
PG&E’s customers. Therefore, PG&E argues that DWR should reduce its
revenue requirement to reflect payment of interim loan costs out of its Power
Fund surplus, while at the same time reserving its rights to request a change in
its revenue requirement during the next revenue requirement period, should its
forecast power costs significantly change.

SCE similarly argues that DWR’s revenue requirement should be
approximately $940 million lower to reflect interim financing costs that will not
be incurred, assuming that the bonds are issued as expected in the second
guarter of 2002, with the bond proceeds paying off the interim loan.

Particularly in view of the significant level of costs projected for DWR’s
interim loan, we strongly recommend to DWR that it promptly remove the

interim loan costs from its revenue requirement if it subsequently determines
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that it will not incur those costs. If, in fact, the long term bonds are issued at the
end of June 2002, as now anticipated, DWR will not need to incur the interim
loan costs that it has included in its revenue requirement for the latter quarters of
2002. We are scheduling the next updating of DWR’s revenue requirement to
begin June 1, 2002 (as discussed later in this order). We expect DWR to provide
an adjustment to its revenue requirement at or before that time, reflecting the
removal of the interim loan costs if, in fact, it still expects the long term bonds to
be issued on schedule at the end of June 2002. Upon removal of those interim
loan costs by DWR, if these sums are not needed to pay interest on the long term
bonds or to reimburse the General Fund, we will expect to be able to implement a
prompt adjustment to the DWR remittance charges payable by the utilities for the
balance of 2002.

H. Deposits to Fund or Replenish Operating Reserves
The fund into which revenues collected from DWR’s purchase program

are deposited, from which DWR expenses are paid, and in which operating
reserves are held, is defined as the "Power Fund." The Power Fund balance
currently consists of the unexpended proceeds of the Department’s interim
financing and revenues from the sale of power to Customers and to off-system
buyers. The fund balance of the Power Fund is projected to grow during the
period of this filing due to the need to make interim financing principal and
interest payments and provide debt service coverage for the interim
financing. DWR states that operating reserves will need to be replenished
only if costs are significantly higher than the assumptions that underlie the

Department’s revenue requirement as presented in this filing.

-31-



A.00-11-038 et al. COM/CXW/eap ALTERNATE DRAFT

VIl. Miscellaneous Considerations Relating to DWR Revenue
Requirement

A. Developments Subsequent to November 5 Submittal
By letter dated December 6, 2001, DWR advised Commissioner Brown
regarding certain developments that transpired subsequent to November 5, 2001
that were relevant to the DWR revenue requirement. Most noteworthy among
these developments was the issuance of a FERC order on November 7, 2001. On

that date, FERC issued its Order Granting Motion Concerning Creditworthiness

Requirement and Rejecting Amendment No. 40 (Order).t6 The Order confirms

that DWR, as the creditworthy party, is responsible for purchases by the ISO for
the net short positions of Edison and PG&E. Order, (mimeo) pp. 12-16. The
FERC concluded that “[w]e have repeatedly directed the ISO to enforce its
creditworthy standards under the Tariff.” The Order further states:

“The ISO is obligated under its Tariffs to invoice, collect
payments from and distribute payments to DWR, as Scheduling
Coordinator for all scheduled and unscheduled transactions
made on behalf of DWR, including transactions where DWR
serves as the creditworthy counterparty for the applicable portion
of PG&E’s and SoCal Edison’s load.”17

In its November 5 submittal, DWR qualified its ultimate responsibility for
costs that require a creditworthy entity. In addition, DWR limited its
responsibility to certain cost categories, and excluded many other ISO cost
categories for which it should be responsible, at least in part, pursuant to the

November 7 FERC Order. PG&E and SCE have argued that in compliance with

16 97 FERC 161,151.

171d., (mimeo) p. 14.
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the FERC Order, DWR’s revenue requirement should be updated to include its
full lawful obligations under the ISO’s tariffs.

In its December 6 letter, DWR advised Commissioner Brown as to the
effects of the FERC Order on its revenue requirements. DWR affirmed that the
FERC ordered the I1SO to bill DWR for I1SO transactions with third party suppliers
on behalf of the noncredit worthy entities PG&E and SCE. DWR indicated that
the FERC Order caused the ISO to send it $956 million in invoices for the period
January 17 through July 31, 2001.

DWR expects to make full payment of the ISO invoice for costs incurred
in February 2001 under protest and expects to resolve disputed invoice charges
for subsequent periods. As an attachment to its December 6 letter, DWR
provided a summary of ISO invoices dated November 20, 2001 and the types and
estimated amounts of additional costs being placed on DWR as a result of the
FERC Order.

In its December 6 letter, DWR also provided miscellaneous updated
calculations for other cost categories, including lead (lag) accruals to cash. DWR
concluded, however, that the net effect of all the updated changes subsequent to
November 5 were not significant enough to warrant a change in its previous

$10.003 billion revenue requirement.

B. Responsibility for Payment of Franchise Fees
DWR’s revenue requirement does not account for franchise fees

associated with the power that it sells to utility customers. DWR believes that
collection and payment of franchise fees are the responsibility of the utilities, and
not DWR.

SCE takes exception to DWR’s exclusion of franchise fees from its
revenue requirement calculation. SCE currently pays franchise fees to cities

based on the total amount of revenues billed to customers (total revenues
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includes both SCE and DWR revenues). SCE indicates that under its rate design,
each unbundled rate component (e.g., distribution, transmission, public purpose
programs) is design-based on a revenue requirement that includes franchise fee
payments. That is, each estimated revenue requirement is grossed up by the
most recent Commission-approved factor to determine the revenue requirement
that is used to set rate levels. On a monthly basis, in the applicable ratemaking
mechanism, the actual revenue that is generated from rate levels is reduced by a
franchise fee amount calculated using the adopted factor. The revenues that
remain after franchise fees are removed are then available to recover the costs
associated with the applicable rate component.

SCE states that if this same methodology is not applied to the DWR
revenue requirement, the franchise fees that SCE is obligated to remit to cities
will have to be recovered through another utility rate component, such as
distribution, transmission, or URG. SCE claims that such treatment would result
in undercollection of its costs. It calculates that implementing the Commission-
adopted franchise fees and uncollectible accounts would result in SCE’s share of
the DWR revenue requirement (based on July 23 data) being increased from
$5.803 billion to $5.869 billion.

SCE argues that to appropriately establish the DWR revenue
requirement and associated rate component, DWR’s estimated revenue
requirement should be grossed up by the currently effective franchise fee rate.
SCE proposes that the revenues generated from the DWR rate component would
first be reduced by the franchise fee factor and retained by SCE in order to
recover franchise fee payments made by SCE to cities.

SCE believes that since the DWR rate component would be established
based on the grossed up (including franchise fee payments) revenue

requirement, reducing the amount of DWR revenue by this factor would still
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enable DWR to recover its revenue requirement. SCE maintains that the
remaining revenue after accounting for franchise fees would be remitted to DWR
for recovery of its incurred costs. SCE proposes to apply the same methodology
to uncollectible accounts expense.

Comments on the issue of franchise fees were also filed by the City of
San Diego and by the City and County of San Francisco, jointly with eight other
municipalities (San Francisco et al.). San Francisco et al. state that franchise fees
collected from electric service revenues are a vital source of funding for public
services by local municipalities throughout the state. Moreover, under California
law, municipalities are entitled to charge franchise fees as compensation for the
use of public property to provide utility service. San Francisco et al. argue that
the Commission should (1) clearly state that franchise fees must be paid on
revenues associated with power purchased by DWR for utility customers, as well
as on utility revenues; and (2) address how the collection and payment of such
fees will occur. The City of San Diego goes farther, and argues that the
Commission should require DWR to include a provision for franchise fees in its
revenue requirement.

Although no party, nor DWR, has questioned the legal right of
municipalities to franchise fees, the dispute over franchise fee remittances related
to DWR power sales raises a number of legal and factual issues that have not
been satisfactorily resolved by parties’ comments. These questions include the
legal right of municipalities to be paid franchise fees on DWR power sales, and
the legal obligation of DWR to collect and remit franchise fees associated with its
power sales. There are also unresolved questi